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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

Inre No. 00-42104 T
Chapter 11
AUREAL, INC., etc.,
Debt or .
/
AUREAL, INC., etc., A.P. No. 01-4256 AT
Pl ai ntiff,
VS.
|/ O MA@ C CORPCRATI ON, etc.,
Def endant .
/

MEMORANDUM OF DECI SI ON

Plaintiff Aureal, Inc. (“Aureal”), the above-captioned chapter
11 debtor, noves for summary judgment in the above-captioned
adversary proceedi ng. Def endant 1/O Magic Corporation (“Mgic”)
seeks | eave to anmend its answer (the “Answer”) to add an affirmative
defense of recoupnent. For the reasons stated below, the Court
grants Magic’'s notion to anend the Answer and grants in part and
denies in party Aureal’s notion for sunmmary judgnent.

SUMVARY OF FACTS

Prior to the commencenent of this chapter 11 case, Aureal sold

digital audio inmaging products. Magic was its exclusive North

American distributor except that Aureal retained the right to sell
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products to certain other vendors. Aureal’s and Magic’'s business
rel ati onship was governed by a witten distribution agreenent (the
“Agreenment”). On April 5, 2002, Aureal filed a bankruptcy petition,
commencing this chapter 11 case. Shortly thereafter, Aureal ceased
operating and sold substantially all of its assets. The Agreenent
term nated on or about February 4, 2001.

On July 31, 2001, Aureal filed a conplaint against Mgic,
seeki ng paynment of $540, 700, plus interest, for products received for
whi ch Magi ¢ had not paid. On August 31, 2001, Magic filed the
Answer. In the Answer, Magic admtted that Aureal had invoiced it
for $540,700 but otherwise denied liability for the debt. Magi ¢
asserted sixteen affirmative defenses, including, as its fourth
affirmati ve defense, the right to a setoff. It did not assert a
recoupnent defense.

On or about Septenber 26, 2001, approxi mately one year after the
bar date for filing clains and approxinmately two nonths after
confirmation of Aureal’s reorgani zation plan, Magic filed a proof of
claim (the “Proof of dainf), asserting a danage claim of
approxi mately anount of $1.5 million. On Novenber 30, 2001, Aureal
filed an objection to Magic’'s claimon the ground that the Proof of
Cl aim had been filed after the bar date and that Magic's failure to
file the Proof of Claimon a tinely basis was not the result of
excusabl e negl ect. On or about February 21, 2002, the Court
sust ai ned Aureal’s objection and disallowed the Proof of Caim as

untimely, wi thout reaching the nerits of Magic's claim
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On March 18, 2002, Magic filed a notion to amend the Answer to
add a recoupnent defense. On April 11, 2002, the Conmttee and
Aureal filed a joint notion for sunmary judgnent. Both notions were
heard on May 9, 2002 and taken under submn ssion. The issues
presented and the Court’s rulings with respect to themare set forth
bel ow.

DI SCUSSI ON
A. MOTI ON TO AVEND

Magic’s notion to amend the Answer to assert a recoupnent
defense is made pursuant to Fed.R Bankr.P. 7015 (incorporating by
reference Fed.R CGiv.P. 15(a)). Rule 15(a) of the Federal Rules of
C vil Procedure provides that, under these circunstances, a party nmay
only amend its pleading “by |leave of court or by witten consent of
the adverse party.” However, “leave shall be freely given when
justice so requires.” Case law directs the Court to consider four
elenments in determning whether to grant a notion to amend: (1)
whet her the party has unduly delayed in bringing the notion, (2)
whet her the party is acting in bad faith, (3) whether the anendnent
would be futile, and (4) whether permtting the anmendnent would

prejudi ce the adverse party. |In re Rogstad, 126 F.3d 1224, 1228 (9"

Cr. 1997).

Magi ¢ contends that justice requires that it be permtted to
anend the Answer to add a recoupnent defense. Because recoupnent is
virtually identical to setoff, the addition of a reocupnent defense
would not significantly alter Magic's previously asserted |egal

t heories. Moreover, Aureal has conducted no discovery to date, and
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no trial date has been set. Therefore, permtting the anendnent will
not prejudice Aureal. Magi ¢ al so contends that it is requesting
| eave to anmend the Answer in good faith and has not unduly del ayed in
maki ng t he request.

In opposing the notion, Aureal notes that anendnents are
di sfavored when the facts and | egal theories were known to the party
seeki ng the anendnent from the inception of the litigation, citing

Gordon v. North Anerican Co. for Life and Health, 2000 W. 1427343,

*5 (S.D. Cal.). Since setoff and recoupnent are virtually identical
def enses, not hi ng prevented Magi c fromasserting a recoupnent def ense
at the onset. On the other hand, although the defenses are virtually
identical, they are also distinct. Aureal contends that it should
not be required to guess what defenses Magic will assert. Aurea
does not contend that Magic has acted in bad faith and cites no
specific prejudice other than delay that it would suffer if the
anmendnent is permtted.

Aureal also contends that the notion should be deni ed because
t he anendnment woul d be futile. It contends that its summary judgnent
notion establishes that Magic’'s recoupnent claimhas no nerit as a
matter of law. Courts inthe Ninth Circuit have regularly refused to
permt parties to amend pleadings to assert clains or defense that

woul d be defeated on summary judgnent. See Gabrielson v. Mntgonery

Ward & Co., 785 F.2d 762, 766 (9" Cir. 1986); Canmbell v. US. Air

Force, 755 F. Supp. 897, 899 (E.D. Cal. 1990).
The Court concludes that, given the absence of evidence of bad

faith, undue delay, or specific prejudice, the question of whether

4
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the nmotion to amend should be granted turns on the elenent of
futility. Whether it would be futile for Magic to anend the Answer
to add a recoupnent defense turns on the outconme of Aureal’s notion
for summary judgnment. As discussed bel ow, the Court concludes that
Aureal s notion for sumrary judgnment nust be denied in part at this
tinme. Therefore, the Court also concludes that it would not be
futile for Magic to anend the Answer, and the notion to anend will be
gr ant ed.
B. MOTl ON FOR SUMVARY JUDGVENT

There is no dispute concerning the standards applicable to
sumary judgnment notions. Wth limted exceptions, a court is
required to grant summary judgnent, or partial sumrary judgnent, when
requested to do so by a party in interest and when the court
concludes that there is no genuine issue as to a material fact.
Fed. R Bankr.P. 7056 (i ncorporating by reference Fed. R Civ.P. 56(c)).

The noving party has the burden of denonstrating the absence of

a genuine issue of material fact. Celotex Corp. v. Catrett, 477 U S.

317, 323, 106 S.Ct. 2548 (1986). Once the noving party has done so,
the burden shifts to the party opposing the notion to set forth
specific facts showi ng the existence of a genuine issue of materi al
fact. Fed.R Bankr.P. 7056 (incorporating by reference Fed.R G v.P.
56(c)). Al doubts concerning the existence of a genuine factua
i ssue nust be resolved in favor of the party opposing the notion for

sunmary judgnment. British Airways Board v. Boeing Co., 585 F. 2d 946,

951 (9" Gir. 1978).
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Wen the dispute presented turns on the construction of
contractual terms, summary judgnment is appropriate if the contract
terms are clear and unanbi guous even if the parties disagree about

t heir neaning. Kassbaumyv. Steppenwolf Productions, Inc., 236 F.3d

487, 491 (9" Cir. 2000).

There are five distinct issues presented by Aureal’s notion for
sumary judgnent as foll ows:

(1) Wether Magic owes Aureal $540,000 plus interest for
products purchased pursuant to the Agreenent;

(2) Whether Magic is prohibited fromasserting a setoff defense
because the Proof of C aimwas disallowed;

(3) Wiether Magic’'s right to return products pursuant to
par agraph 7.3 of the Agreenent survived termi nation of the Agreenent;

(4) Whether there is a genuine factual issue with respect to
whet her Aureal has breached its obligation to provide Magic wth
“price protection” pursuant to paragraph 5.3 of the Agreenent; and

(5) Whether Magic’'s waiver of damages pursuant to paragraph 11
of the Agreenent bars its recoupnent defense.
The Court will address each of these issues bel ow

1. Magic’s |Indebtedness to Aureal for Products Purchased

In its opening brief, Aureal nmet its initial burden of
establ i shing that Magic owes it $540,000 plus interest for products
pur chased under the Agreenent. Paragraph 5.3 of the Agreenent
requires Magic to pay for products received within 45 days after
receipt. Paragraph 1.4 defines “products.” Aureal’s brief lists

the nine invoices upon which its claimis based, specifying as to
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each invoice the date paynent was due, the product type, the nunber
of units, the price per unit, and the outstanding anount. The total
of the outstandi ng ambunts equal s $540, 700. As evidentiary support
for its claim Aureal submts the Declaration of Gerrie Sargent (the
“Sargent Declaration”), Aureal’s Senior Accounting Manager.

Inits opposition brief, Magi c does not di spute the authenticity
or accuracy of the nine invoices identifiedin Aureal’s opening bri ef
and in the Sargent Declaration. However, it contends that these nine
i nvoices do not tell the whole story. In the Declaration of Bijan
Diba (the “Diba Declaration”), Magic's Accounts Manager, filed in
support of its opposition, Magic cites a nunber of transactions that
it contends nmust be taken into account in determ ning whether Magic
owes anything to Aureal.

First, Diba declares, the products identified in three of the
i nvoi ces were returned: i.e., Invoice Nos. 3314, 3324, and 3341, for
a total of $244,000. Second, he declares, Aureal issued two credit
menos that have not been applied (for wunspecified anbunts) on
February 25, 2000, based on Magic’s right to “price protection” and

in rei nbursenment of Magic’'s marketing expenses.!?

'Di ba al so decl ares that Aureal owes Magic $49, 814 for sound
cards Magic sold to Aureal and that Magic is entitled to: (1) a
credit of $442,968.17 for products returned to Magic by its
custoners which Magic clainms the right to return to Aureal for
credit and (2) $364,728 in additional “price protection” credits
based on reductions that Magic contends it was conpelled to give to
its custoners. The Court does not view these contentions (and the
evi dence supporting then) as part of the adjudication of Aureal’s
cl ai magainst Magic. It views themas part of Magic' s defenses of
setof f and recoupnment. Consequently, they will be discussed in the
context of those defenses rather than here.
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In its reply, Aureal contends that the D ba Declaration is
insufficiently specific to create a genuine issue of fact as to any
of these purported transactions. It objects to and noves to strike
nost of the Diba Declaration as |acking foundation re personal
knowl edge, violating the best evidence rule, and containing
concl usory statenents, inproper opinions, and specul ation.

Wth respect to Magic’'s contention that it has returned the
products covered by Invoice Nos. 3314, 3324, and 3341 and thus is
entitled to a credit for the anounts of those invoices, Aureal
contends that Magic’'s assertion that the products were returned is
conclusory and thus insufficient to put the factual matter at issue.
It contends that, if this occurred, Magic should have received sone
docunentati on of the event. It notes that none has been provided in
support of Magic’'s opposition.

Aureal admits that two credit nenbs were i ssued on February 25,
2000 but denies that the credits have not been applied in cal culating
t he $540,000 claim In support of this contention, Aureal provides
t he suppl enental declaration of Cerrie Sargent (the *Supplenenta
Sargent Declaration”). The Suppl enental Sargent Declaration states
that these credits have been applied. A copy of an account | edger is
attached, showi ng the application of the credits.

In response to Aureal’s reply, without |eave of Court, WMagic
filed the suppl emental declaration of Bijan Diba (the " Suppl enental

Diba Declaration”).?2 In the Supplenental Diba Declaration, Diba

2At the hearing on the notion, Aureal requested that the
Suppl enental Diba Declaration be stricken. In the interests of
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identifies and attaches a series of exhibits. First, he identifies
and attaches as Exhibit 1 copies of Invoice Nos. 3331 (which Diba
states was mstakenly identified in Magic’'s opposition papers as
| nvoi ce No. 3341) and 3324. As Exhibits 2 and 3, respectively, he
identifies and attaches: (1) copies of two Aureal RVA Request Forns
dated March 15, 2000, requesting the right to return the products
covered by Invoice Nos. 3331 and 3324 and (2) a copy of a bill of
| adi ng dated March 20, 2000, docunenting the return of the products
in question. Second, Diba identifies and attaches as Exhibit 4 a
copy of Invoice No. 3314 and as Exhibit 5 a copy of a bill of Iading,
docunenting the return of the product covered by Invoice No. 3314.
Di ba decl ares that Magi ¢ has thus established the right to additi onal
unapplied credits totaling $244, 000.

The Court is persuaded that the evidence presented by Magic in
t he Suppl enental Diba Declaration is sufficient to create a genuine
i ssue of material fact with respect to whether Magi c owes Aureal the
amounts set forth in Invoice Nos. 3314, 3324, and 3331. The evidence
presented with respect to the purported return of the products
covered by Invoice No. 3314, taken alone, would be insufficient to
create a genuine issue of fact. The bill of |ading purportedly
docunenting the return of product does not contain any reference that
the Court can identify tying it back to the invoice. However, the

timng of the bill of lading is consistent with Magic’'s contenti ons.

justice, the Court will deny this request. However, it wll
consider Aureal’s request for sanctions, if pronptly filed, to
conpensate it for any additional costs incurred as a result of the
late filing.
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G ven the stronger evidence provided with respect to the other two
i nvoi ces, the Court is unwilling to deprive Magi c of the opportunity
of proving that it also returned the product covered by Invoice No.
3314. The Court will summarily adjudicate Aureal’s claim agai nst
Magi c for the anbunts set forth in the remaining six invoices, plus
interest thereon.

2. Magic's Right to Assert a Setoff Based on a Disall owed C ai m

As noted above, Magic asserted the defense of setoff in the
Answer . Aureal contends that, because the Proof of Caim was
di sal l omed, this defense should be denied as a matter of |aw
Section 553(a)(1) of the Bankruptcy Code provides that the Code does
not affect a creditor’s right to offset a nmutual pre-petition debt
owng by such creditor to the debtor that arose before the
commencenent of the bankruptcy case against a pre-petition claimof
such creditor against the debtor “except to the extent that...the
claim of such creditor against the debtor is disallowed....” 11
U.S.C. § 553(a)(1).

Magi ¢ contends that 8 553(a)(1l) should be read to preclude the
use for setoff purposes of a claimthat has been disallowed on the
merits, not to preclude the use of a claimthat was disallowed only
because the proof of claimwas not filed on a tinely basis. Magic
notes that courts have routinely permtted clains to be asserted for
setof f purposes even though no proof of claimwas filed at all. See

In re Davidovich, 901 F.2d 1533 (10" Cir. 1990); In re G S. QOmi

Corp., 835 F.2d 1317, 1317-1319 (10'" Cir. 1987). It would nmake no

sense, Magic contends, to permt a claimto be set off when no proof

10
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of claimwas filed but to prohibit its use for this purpose when a
proof of claimwas filed | ate.

As Aureal notes, the cases cited by Magic do not support its
position. In GS. Omi, the court stated that, as a general rule, it

was not necessary to file a proof of claimto assert the claimfor

setof f purposes. However, it noted as exceptions to this genera
rule clains that had been discharged or disall owed. ld. at 1317-
13109. I n Davi dovich, the sane court clarified this statenent by

indicating that even a discharged claim could be used for setoff
pur poses. However, it did not alter its view concerning the
prohi bition on the use of a disallowed claimfor setoff purposes.
Id. at 1539.

The only case on point that the Court has been able to | ocate is

In re Abco Industries, Inc., 270 B.R 58 (Bankr. N.D. Tex. 2001). 1In

Abco Industries, the creditor’s claimhad been disall owed by default

when it failed to respond to the debtor’s objection. Id. at 61.
Neverthel ess, the creditor attenpted to assert its claim on both
setof f and recoupnent theories. The Abco court distingui shed between
t hose portions of the creditor’s claimthat could be asserted by way
of recoupnent and those that could only be asserted as a setoff. It
permtted the creditor to use those portions of its claimthat could
be asserted in recoupnment but prohibited the creditor’s use of those
portions that could only be set off. [d. at 61-63. The Abco court
relied on the plain | anguage of 8 553(a)(1) and on a summary of its
substance contained in a | eadi ng bankruptcy treatise. See 5 Collier

on Bankruptcy ¢ 553.07[1] (15'" ed. rev. June 2000).

11
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Magi ¢’ s position nakes nore sense as an equitable matter. If a
creditor may assert a right of setoff w thout even filing a proof of
clai mor when the claimhas been discharged, it is difficult to see
why a creditor should be precluded fromasserting a right of setoff
with respect to a claimthat was di sall owed only because the proof of
claim was untinely filed. Moreover, the failure to limt this
exception to a claimthat has been disallowed on its nerits nay be
expl ai ned by the fact that, until 1994, untineliness was not a ground
for disallowance of a proof of claim See Bankruptcy Reform Act of
1994, Pub. L. No. 103-394, 108 Stat. 4106, effective Cct. 22, 1994,
adding 11 U.S. C. 8 502(b)(9).

However, sensible or not, where the |anguage of a statute is
clear, the Court is not free to apply it other than according to its

terms. See Patterson v. Shumate, 504 U. S. 753, 758 (1992); United

States v. Ron Pair Enters., Inc., 489 U S. 235, 249 (1989). Because

the Court concludes that the |anguage of 11 U S.C. 8§ 553(a)(1l) is
clear and does not limt its application to clains that have been
disallowed on the nerits, the Court concludes that Magic is not
entitled to assert a defense of setoff to reduce its indebtedness to

Aur eal . 3

3This conclusion only affects Magic’'s right to reduce its
liability to Aureal by its claimfor a $49,814 account receivable.
Thi s account receivable does not appear to arise fromthe
Agreenment. This would not prevent Magic' s use of the account
receivable as a setoff since a claimmay be used for setoff
pur poses regardl ess of whether it arises fromthe sane transaction
as the claimagainst which it is to be set off. By contrast, a
claimmy only be used for recoupnent purposes if it does arise
fromthe sane transaction as the claimagainst which it is to be

12
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3. Did Magic’'s Right of Return Survive Term nation of the
Agr eenment ?

Paragraph 7.3 of the Agreenent provides that:

7.3 Returns. AURL agrees to provide IOMC and

its subl i censees W th return privil eges

identical to that offered to I1OMCs retai

custoners for all products. 1OMC and AURL shal |

review on a weekly basis accounts which may

require return privil eges.
The parties appear to agree that paragraph 7.3 provided Magic with a
right to return products purchased from Aureal for a full credit
agai nst the purchase price. However, Aureal contends that Magic’'s
right of return pursuant to paragraph 7.3 ended when the Agreenent
t erm nat ed. In support of this contention, Aureal relies on
par agraph 12.4 which provides as foll ows:

The followi ng sections of this Agreenent wll

survive any termnation of this Agreenent: 5

(“Paynent Ternms”), 8 (“Propriety Rights”), 9

(“Confidentiality”), 10 (“Indemification”), 11

(“Consequential Danages Waiver”), 12 (“Term and

Term nation”) and 13 (“General Provisions”).
Because paragraph 12.4 contai ns no reference to paragraph 7.3, Aureal
contends that the right of return did not survive term nation of the
Agr eenent .

Magi ¢ di sagr ees. It contends that the list of sections that

survive term nation of the Agreenent, as set forth in paragraph 12. 4,
is not exhaustive. It notes that paragraph 12.4 does not state that

only these sections survive termnation of the Agreenent. It

recouped. |In re Madigan, 270 B.R 749, 754 (Bankr. 9" Cir. 2001).
Since Magic’'s other clains do appear to arise fromthe Agreenent,
al t hough they nmay not be set off against Magic's liability to
Aureal, they may be recouped.

13
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contends that paragraph 12.4 sinply enphasizes that the sections
specified therein survive. At a mninmm Magic contends, paragraph
12.4 is anbi guous, and the Court shoul d hear evi dence concerning its
meani ng.

The Court is persuaded that the |anguage of paragraph 12.4 is
unanbi guous and that only those sections specified therein survive
termnation of the Agreenent. Any other construction of the
par agr aph woul d be strained. Moreover, no evidence has been offered
of a contrary intent. Therefore, the Court concludes that Magic is
not entitled to return products purchased fromAureal at this tinme or
to recoup against its i ndebtedness to Aureal an anmount equal to their
pur chase pri ce.

4. | s There a Genui ne Factual |ssue Regarding Aureal’s Al l eged
Breach of Its “Price Protection” Obligations?

Par agraph 5.4 of the Agreenent provides as foll ows:

AURL wi |l provide price protection for Products
that reside in IOMCs inventory and in the
Retail Channel . Price protection wll be

cal cul at ed based on the pricing nodel described
in Exhibit C The new price adjustrment wll
apply to all inventory on hand, in the retail
channel, in route to and from IOMC and its
sublicensees. AURL at its sole discretion wll
decide when to affect price decreases on the
Products AURL will in “good faith” [sic] take
the necessary actions to keep its product
relatively conpetitive and adjust pricing in
order to keep sales throughout the Retai
Channel reasonably constant.

Exhibit C to the Agreenent provides “pricing nodels” for Aureal-
branded and Magi c-branded products: e.g. Aureal wll sell WMgic-

branded products to Magi c at approxi mately 40%of the suggested shel f

14
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selling price point and will sell Aureal-branded products to Magi c at
approxi mately 42% of the suggested shelf selling price point.*

In its opening brief, Aureal contends that Magic has no claim
under paragraph 5.4 upon which to base a recoupnent defense. Aureal
notes that paragraph 5.4 gives it the sole discretion to decide when
to affect price decreases. Although paragraph 5.4 requires it to act
in good faith in connection with pricing, there is no evidence that
it has acted in bad faith in connection with pricing.

In its opposition, Mgic contends that Aureal sold a |arge
vol ume of sound cards to a broker at a substantial discount. The
sound cards were simlar to those previously sold to Magi c by Aureal,
| ar ge nunbers of which were still held in Magic’s inventory. Mgic’'s
custoners inforned Magic that they could purchase the sound cards
much cheaper from other sources. Consequently, Magic was forced to
| ower its prices to make any sales. Magic asked Aureal to give it a
credit equal to the amobunt of these price reductions, but Aureal has
refused to do so.

In its reply, Aureal contends that paragraph 5.4 does not give
Magic the right to decrease its prices to its custoners and demand a
conparabl e reduction in its indebtedness to Aureal. Mbreover, it
contends that Magi ¢ has not provi ded conpetent evidence of the facts

upon which this portion of its claimis based.

“Aur eal does not contend that Magic's right to “price
protection” ended when the Agreenent term nated. Section 5 is one
of the sections of the Agreenent specified by paragraph 12.4 as
surviving term nation.

15




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

In support of the contentions in its opposition brief, Mgic
filed the declaration of Ross Mnion (the “Mnion Declaration”),
Magi ¢’ s Channel Marketing Manager, and the Di ba Declaration. In
response to Aureal’s challenge to the legal sufficiency of those
decl arations, Magic filed, without |eave of court, the supplenental
decl aration by Ross Mnion (the “Supplenmental M nion Declaration”).
The Supplenmental Mnion Declaration attenpts to lay a better
foundation for M nion’s personal know edge concerning the statenents
made in the Mnion Declaration. However, it does not correct the
decl aration’s hearsay problem Aureal asks the Court to strike the
Suppl emrental M nion Declaration as an inproperly filed surreply.

Not wi t hst andi ng t he i nsufficiency of Magic’ s evi dence, the Court
deni es Aureal s request for summary adj udi cation of this issue.® The
parties obviously disagree about what obligations paragraph 5.4
i nposes on Aureal and what rights it gives Magic. It is fairly clear
what Magi ¢ thinks those rights and obligations are. The Court is

uncertain what Aureal thinks they are. The |anguage itself is

°The references to statenents nade by Roger Goh contained in
paragraph 9 may fall within an exception to the hearsay rule for
party adm ssions. However, the references in paragraph 10 to
statenents nmade to Magic by its retailers and in paragraph 12 to
statenents nmade to Magic's retailers by Evertek appear to be
i nadm ssi bl e hearsay. Al though the Supplenmental M nion Declaration
| ays a better foundation for Mnion's personal know edge of the
contents of the declaration, it does not correct the hearsay
problem To the extent the truth of the matters asserted by way of
hearsay are inportant, Mgic should have provided the decl arations
or deposition testinony of the rel evant personnel fromits
retailers and/or from Evertek

16
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anbi guous. The Court concl udes that parol evidence will be required

to resolve this dispute.

In its opposition, Magic contends that the notion for summary

judgment was premature because it had not had adequate tinme to

conduct discovery. Aureal replies that Magic has failed to establish

what di scovery it wishes to conduct. Gven the Court’s inability to

resolve this issue without further evidence, the Court agrees that,

with respect to this issue, the notion is premature and t hat
di scovery may need to be conduct ed.

5. Damages Limtation

sone

Finally, Aureal contends that, regardless of Mgic's rights

under paragraph 5.4 of the Agreenent, Magic nay not recoup a damage

clai magainst its indebtedness to Aureal because, in paragraph 11 of

t he Agreenent, Magi c waived any such claim Paragraph 11 states as

foll ows:

11. Consequenti al Danmages Wi ver. EXCEPT I N
THE CASE OF A BREACH OF SECTI ON 9%, NEI THER PARTY
W LL BE LI ABLE FOR ANY LOSS OF USE, | NTERRUPTI ON
OF BUSI NESS, OR ANY SPECI AL, | NCI DENTAL,
EXEMPLARY OR CONSEQUENTI AL DAMAGES OF ANY KI ND
(1 NCLUDI NG LOST PROFI TS) REGARDLESS OF THE FORM
OF ACTI ON WHETHER | N CONTRACT, TORT (| NCLUDI NG
NEGLI GENCE) , STRICT PRODUCT LIABILITY OR
OTHERW SE, EVEN | F SUCH PARTY HAS BEEN ADVI SED
OF THE PGCsSSI BI LI TY OF SUCH DAMVAGES.

Aureal contends that, in a comrercial context, such provisions are

presuned to be enforceable. See Cal. Conm Code § 2719(3) (West

2002); see also Softa Goup, Inc., v. Masco Business Systens,

| nc.

6Section 9 of the Agreenent inposes certain obligations of
confidentiality on the parties.
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1991 W 249725, *5-*6 (N.D. I1l11.); Cognitest Corp. v. The Riverside

Publishing Co. 1994 W 727980 (N.D. I11.). Mor eover, it contends

that Magic's sol e renedy under the Agreenent was its right to return
t he products purchased for credit. However, as di scussed above, this
remedy was not avail able after the Agreenent term nated.

Section 2719(3) of the California Conmercial Code provides, in
pertinent part, that:

Consequenti al damages nay be limted or excl uded

unl ess t he [imtation or excl usi on i's
unconscionable....Limtation of consequenti al
damages where the loss is conmmercial is valid
unless it is proved that the limtation is

unconsci onabl e.
Cal . Comm Code. 8 2719(3). In Cognitest, the court dism ssed clains
based on breach of a software distribution agreenent where the
agreenent contained a provision waiving the right to recover “I|ost

profits, consequential damages, and i nci dental damages,” and no ot her
sorts of damages were alleged in the conplaint. 1d. at *4.
I n concl udi ng that this provision was enforceabl e, the Cognitest

court relied in part on Softa Group, an earlier decision by the sane

court. In Softa Goup, the court dismssed a claim for nonetary

damages for breach of a software distribution agreenent based on a
provi sion wai ving the right to “cover, special, indirect, incidental
or consequential |osses or danmages (including but not limted to

economc loss or loss of profits)....’ The Softa G oup court

concl uded that the waiver was governed by 8§ 2-719(3) of the Uniform
Commer ci al Code. It rejected Softa’s contention that the damages

exclusion represented an exclusive or limted remedy and thus was
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governed by 8§ 2-719(2). Section 2-719(2) of the Uniform Comerci al

Code (like 8§ 2719(2) of the California Commercial Code)
t hat :
VWhere circunstances cause an exclusive or

limted remedy to fail of its essential purpose,
remedy nmay be had as provided in this code.

provi des

The Softa Group court concluded that the Uniform Commercial Code

di stingui shes between a waiver of danages, on the one hand, and a

l[imted or exclusive renedy, on the other. It concluded that the

provision in the contract at issue was a wai ver of danmages
governed by 8§ 2-719(3).

Magi ¢ advances two theories why paragraph 11 does not

and t hus

bar its

right to recoupnent. First, Magic contends that it is not asserting

a claim for damages. It is merely attenpting to reduce its own
liability to Aureal. There is sone case authority supporting this
contention. See In re Mdigan, 270 B.R 749, 754 (Bankr. 9" Cr.

2001) (“The justification for the defensive use of recoupnent in

bankruptcy is that there is no independent basis for a ‘debt,’ and

therefore there is no ‘claim against estate property.

...Since

recoupnment is neither a claimnor a debt, it is unafffected by either

the automatic stay or the debtor’s discharge.”) However, paragraph

11 does not waive only clains for certain types damages; it waives

the parties’ liability for those danages. Magi ¢ may not reduce its

l[iability to Aureal by the anount of Magic’'s danages if Aureal has no

liability for those danages.

Magi ¢’ s second contention is that, even if its recoupnent claim

is aclaimfor damages, it is not a claimfor consequentia

damages.
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Rat her, its damages shoul d be characterized as a claimfor “general”
damages. In support of this contention, Mgic cites ers v.
St ephens, 233 Cal. App. 2d 104, 120 (1965). Mers involved a claim
for damages for conversion in connection with an agreenent to sell a
house. The Myers court was required to determ ne whether a damage
claim for lost profits constituted “special damages” and “genera
damages.” Wiile concluding that, in connection with a conversion
claim lost profits constituted “special damages,” the Myers court
noted that a claimfor lost profits based on a breach of contract
woul d qualify as general danmages. 1d. at 121. Thus, if “specia
damages” are read as equivalent to “consequential danages” in the
present context, Myers provides sone support for the contention that
| ost profit damages do not constitute consequential damages.
However, the Court finds Myers of Iimted assistance because it
was not deci ded under the Uniform Comrercial Code, the | aw governing
this dispute. Having reviewed the rel evant provisions of that Code,
the Court begins by rejecting as without nerit Aureal’s contention
that Magic’'s only remedy for breach was to return the products
pur chased has no nerit. Section 2719(1) of the California Commerci al
Code provides that the parties to a contract nay agree to renedies in
addition to or in substitute for those provided by 88 2710 et seq.
However, any such renedy shall be assuned to be in addition to the
remedi es provided by the Code unless “it is expressly agreed to be
exclusive.” Nowhere in the Agreenment is it expressly provided that

Magic’'s right of return will be its exclusive renedy.
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Second, the Court notes that, although the headi ng of paragraph

11 refers only to consequential danages, the actual waiver reaches

ot her types of clains: e.g., incidental damages, exenplary damages,
and |ost profits. The California Commercial Code distinguishes
bet ween consequenti al damages and i nci dent al damages. “Consequenti al

damages” are defined in 8 2715(2) as foll ows:

(a) Any loss resulting from general or
particular requirenents and needs of which the
seller at the tine of contracting had reason to
know and what coul d not reasonably be prevented
by cover or otherw se; and

(b) Injury to person or property proximtely
resulting fromany breach of warranty.

“I'nci dental damages” are defined in 8 2715(1) as including:

... expenses reasonably incurred in inspection

recei pt, transportation and care and custody of

goods rightfully rejected, any comrercially

reasonabl e charge, expenses or comr ssions in

connection with effecting cover and any other

reasonabl e expense incident to the delay or

ot her breach.
Moreover, 88 2701 et seq. treat consequential and incidental damages
as adjuncts to the prinmary renedi es for breach of contract. See Cal.
Comm Code 88 2711-2714, 2716 (West 2002) (describing buyer’s
remedies for a seller’s breach). Al though lost profits under
ancillary contracts mght qualify as consequential danages, |ost
profits fromthe contract between the buyer and seller appear to be
covered by those primary renedies: i.e., “cover.”

Finally, with all due respect to the Softa G oup court, the

Court disagrees with its application of the relevant provisions of

the Uniform Conmercial Code. In Softa Group, the danmages waiver

cl ause was even broader than paragraph 11. As noted above, it
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purported to waive even “cover.” A buyer’s right to “cover” is
described as the right to purchase goods in substitution for those
due fromthe seller and “to recover fromthe seller as damages the
di fference between the cost of cover and the contract price together
with any incidental or consequential danmages....|ess expenses saved
i n consequence of the seller’s breach.” Cal. Comm Code § 2712(1),
(2). When it concluded that 8§ 2719(3) permtted a party to enforce

this damage exclusion provision at issue, the Softa Goup court

over| ooked the fact that 8 2719(3) only applies to “consequentia
damages.”

The Court disagrees with the Softa G oup court that there is a

bright line distinction between a limtation of renedies and a
[imtation of damages. Rather, the Court believes that the bright
line distinction is between consequential damages and ot her types of
remedi es. The question remains what sort of damages is Magi ¢ seeking
her e. Because the alleged breach in question does not fit neatly
into any of the categories specified by 88 2701 et seq., it is
difficult to categorize them Aureal does not address the question
at all. Magic contends that they are not consequenti al danages. The
Court tends to agree. Wat Magic i s seeking seens within the spirit,
al t hough not within the letter, of “cover.” @Gven this conclusion

while making no final ruling on the issue at this tine, the Court

nmust deny Aureal’s request for summary judgnent.
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CONCLUSI ON

Magic’'s notion to amend the Answer to assert the affirmative
def ense of recoupnment will be granted. The amendnent should be filed
wi thin 10 days of the entry of the order pursuant to this menorandum

Aureal’s notion for summary judgnent is granted in part and
denied in part as foll ows:

1. The Court concludes that there is a genuine issue of fact
with respect to the anobunts purportedly due for Invoice Nos. 3314,
3324, and 3341 and denies Aureal’s notion for sunmary adj udi cati on of
this portion of its claim Aureal is sumarily adjudicated to have
a claimagainst Magic in the anount of the six undisputed invoices
pl us interest thereon.

2. The Court concludes that the disallowance of the Proof of
Claimprevents Magic fromasserting an affirmati ve def ense of setoff.
Consequently, the Court concludes that Magic may not set off agai nst
any anount due to Aureal its claimfor an account receivable in the
anmount of $49, 814.

3. The Court concludes that WMagic's right of return, as
provided by paragraph 7.3, did not survive termnation of the
Agr eenent .

4. The Court concludes that the provision obligating Aureal to
give Magic “price protection” is anbiguous. Until sufficient
evidence is provided to permt the Court to determ ne the neani ng of
this provision, the Court declines to rule on whether Aureal has

breached it.
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5. The Court denies Aureal’s request that the Court grant its
sumary j udgnment on the ground that Magi c waived its right to recover
and/ or recoup any damages in paragraph 11 of the Agreenent.

Counsel for Aureal is directed to submt a proposed formof order in
accordance with this decision

Dat ed: May 22, 2002

Uni ted States Bankruptcy Judge
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PROOF OF SERVI CE
I, the undersigned, a regularly appointed and qualified
clerk in the office of the United States Bankruptcy Court for
the Northern District of California at Gakland, hereby certify:
That |, in the performance of ny duties as such clerk,
served a copy of the foregoing docunent by depositing it in the
regular United States nmail at Cakland, California, on the date
shown below, in a seal ed envel ope bearing the lawful frank of
t he Bankruptcy Court, addressed as listed bel ow
| decl are under penalty of perjury under the |laws of the
United States that the foregoing is true and correct.

Dated: May __ , 2002

Ofice of the United States Trustee
Docunent placed in UST mail box at
US Bankruptcy Court

1300 Cay Street, Third Fl oor

Cakl and, CA 94612

Si dney P. Levi nson

Henni gan, Bennett & Dor man

601 S. Figueroa St., Ste. 3300
Los Angel es, CA 90017

Randy M chel son

McCut chen, Doyle, Brown & Enersen, LLP
Thr ee Enbar cadero Center

San Franci sco, CA 94111-4067
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Lawrence M Cron
Horwitz & Cron
15615 Al ton Par kway,
lrvine, CA 92618
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